A number of South African companies have, in recent years, changed their method of inventory valuation to the last in, first out (LIFO) technique. The implications of such a change go far beyond merely reducing reported earnings and inventory levels. This article examines the effect of LIFO on some key financial variables of companies. It also considers the extent to which listed companies in South Africa have communicated with the market in order to ensure that the perceptions of such interested parties as shareholders, lenders and analysts are not distorted by the differing methods of accounting.
Introduction
Recently, a significant number of companies have adopted LIFO (last in, first out), as against FIFO (first in, first out), average cost or any other method of valuing their inventories.
A survey by a firm of Chartered Accountants in South Africa (Alex Aiken & Carter, 1983 ) disclosed that twenty-six industrial companies whose shares are listed on the Johannesburg Stock Exchange (JSE) changed to LIFO during the year ended June 1983, bringing the total number of industrial company LIFO users on the JSE to ninety-two or 31 OJo of the listed industrial companies. This compares with 120Jo as at June 1981.
Companies which are contemplating adopting LIFO (and indeed, companies who have already done so) are faced with what is commonly referred to as the LIFO dilemma. There are two hypotheses which have been postulated, giving rise to this dilemma. According to Counihan and Watts (1978) , these are: (i) Firstly the stock market could be misled by the reduced (reported] income and fix a [stock] price equal to or lower than the present price. This is the 'functional fixation' hypothesis. (ii) The second alternative is that the stock market recognizes the increased value of the firm (equivalent to the present value of the cash-flow benefits obtained due to the deferral of tax] and increases the stock price [accordingly] . This is a consequence of the 'efficient markets hypothesis'. For as long as inflation is prevalent, this dilemma will exist. In inflationary times, one of management's most urgent tasks is to ensure that the firm which it is managing has developed an adequate flow of cash in order that any assets which are consumed (either through the course of being used in the process of production or by being sold to customers as a product per se) can be replaced, thereby securing the survival and potential growth of the firm.
This article examines the effect of LIFO on some key financial variables of companies as well as the extent to which listed companies in South Africa have communicated with the market in order to ensure that the perceptions of interested parties (such as shareholders, creditors, lenders, investors, analysts and competitors, both current and prospective) are not distorted by the differing methods of accounting.
Flnanclal and commercial Implications
The tax and accounting implications of LIFO arise at the end of a company's financial year. However, the firm operates throughout the year. The introduction of LIFO by a firm has potential impact on many aspects of its day to day running, stemming either from the requirements of a change to LIFO or from accounting or tax implications. Each firm must assess the effect which each of the factors mentioned below could have on its own operations and then weigh the advantages against the disadvantages before arriving at a decision. The decision is an extremely important one as it cannot later be reversed without the consent of the Commissioner for Inland Revenue (CIR).
Consequently, it is suggested that the decision should be taken by senior management en bloc in order to ensure that every department which is influenced by a switch to LIFO (e.g. accounting, finance, marketing, production, purchasing, warehousing, personnel etc.) is equipped to handle its effects and to contribute towards the optimization of the use of the method.
Managers considering whether to adopt LIFO will be greatly assisted by forecasts of the effects of LIFO on anticipated financial results and cash flows. If the organization has drawn up a long-range plan, the financial plan should be adjusted for the effects of LIFO and evaluated. Alternatively, where LIFO is applied to many categories of inventory subject to different rates of inflation and volume fluctuations, it may be appropriate to undertake a separate exercise to consider the effects of LIFO under alternative conditions. Key factors to be evaluated in these forecasts include: (i) the effects of the alternative LIFO methods; (u) alternative projected future inflation rates; (iii) fluctuations in inventory volumes; (iv) the categories of inventory to be valued on LIFO;
(v) the composition of LIFO inventory 'pools'; (vi) sensitivity of LIFO results to changes in sales volumes and prices; (vu) break-even sales and fixed charge coverage under LIFO.
Sampling techniques may be used to determine the potential effect of LIFO on various inventory categories to provide a guide for future values.
Share price
Will there be an effect on the share price if a firm switches to LIFO? If the answer is positive, will the results be an increase in share price (due to the enhanced cash flow) or a decrease (due to investors perceiving only the lower reported earnings)?
If share prices were to be adversely affected by a switch to LIFO (i.e. share prices lower than if say FIFO were used) due to the operation of the functional fixation theory, this could lead to an increased cost of capital. Consequently, firms using a discounted cash flow approach to capital budgeting would, because of the use of too high a discount rate, reject projects which they may otherwise have undertaken. Such foregone investment opportunities will certainly not lead to maximization of shareholders' wealth. Ho'wever, if investors recogniz.ed the benefits of a switch to LIFO in terms of increased cash flow, then, ceteris paribus, economically viable projects would be undertaken and there would be no stagnation in growth of the firm or its shareholders.
In attempting to answer questions such as these, the issue of market efficiency must be raised. This has been dealt with at length in numerous articles and books (for example Fama, 1970; Brealey & Myers, 1981; Gilbertson & Roux 1977· . ' ' Gilbertson & Vermaak, 1982 ).
An investigation into stock market behaviour resulting from a f1nt1's switch to LIFO should be examined under the category S.-Mr. I yc.hkr. lkc.lryf,I. 1984, 15(2) of the semi-strong form of market efficiency. According to Knight (1981 ) , two of the implications of the efficient market hypothesis are that: (i) in an efficient market, share prices adjust quickly and without bias to new information; and (ii) the information is effectively impounded into share prices.
What is of major concern here is the impact which a change to LIFO will have on share prices, not only at the time of announcement of a change or the change itself, but also on an on-going basis, i.e., is the market functionally fixated (does it believe only the earnings figures it sees?) or is it efficient (does it recognize that accounting techniques, only change figures and not the economic position of a company?)
In a South African study, Knight and Affleck-Graves (1983) , concluded that the announcement of a switch to LIFO has a substantial negative impact on share returns which seems to be directly proportional to the extent to which FIFO earnings are reduced by the LIFO adjustment. They also found that the negative impact is impounded into prices sluggishly. They therefore suggested double inefficiency of the JSE. Having studied the effect of switches to LIFO by companies up to November 1980, they also found, however, that the market seems, in the case of the most recent changes, to be impounding the informational content of a switch to LIFO much more rapidly and the negative impact has also been less pronounced. They concluded that the market appears to be learning how to interpret the change to LIFO.
Another major possible consequence of a lower share price is that of the susceptibility to take over. A firm with a share price lower than its 'true' value leaves itself open to being snatched up by a predator who realizes what the 'true' value is. This aspect could, for example, have profound implications for firms where control is not vested in one party.
Earnings, cash flow and assets
The effect of LIFO is to reduce reported earnings and asset values. Ostensibly cash flow, which is usually defined as net profit after tax plus non-cash items such as depreciation, is also reduced due to the fact that for every RI reduction in net profit before tax, there is only a 46,2c reduction in tax, assuming a tax rate of 46,2%. Therefore, for every RI reduction in inventory value due to LIFO, there is a reduction in cash flow (as defined above) of S3,8c. However, in this sense, the definition of cash flow can be said to be fallacious i.e., how can cash flow have reduced, yet there is more cash in the bank? For every RI of LIFO adjustment the true situation is in fact as follows: Therefore, while reported earnings, cash flows and asset values are lower, there is no doubt that these figures are of a better quality than under other inventory valuation methods, in that the net effect is that there is more cash in the bank. As is discussed later, this has profound implications on dividend policies. borrowing powers and gearing, and liquidity and profitability ratios, i.e. all the indicators which are extracted from the financial statements on a LIFO basis are enhanced when compared to those on a FIFO basis, since there is built in a reserve equivalent to the present value of the interest saving as a consequence of the tax deferred.
Nature of effect
It is also important to note that the longer a firm has been using LIFO, the higher the discrepancy between LIFO value of inventory as reflected in its accounts and the current value (assuming that some layers of inventory have been present for many years without being totally eroded). This places LIFO inventory in a similar class to land and buildings with respect to its balance sheet value, both items usually standing in the balance sheet at historical costs. Therefore, unless some information is given in the notes to the accounts as to the current value (ideally replacement value), the entire notion of a balance sheet becomes meaningless.
The concept of cash flow, as referred to in this paper, is thus taken to mean LIFO profit after tax plus the pre-tax LIFO adjustment.
Price reductions
It can be shown that where prices of a certain item or category of items have fallen rather than risen, the effect would be a lower charge to the income statement in respect of cost of sales under the LIFO method than under any other method. Consequently, reported earnings (both for financial statements and tax) will be increased and a higher tax liability will arise. Any firm which is in an industry where this phenomenon is typical should therefore steer clear of LIFO, at least in respect of those items where prices are constantly falling. Typical examples of such industries are 'high-tech' industries such as computers, video games and digital watches, where current price levels are fractional compared to those of several years ago.
However, if price reductions are temporary, e.g., restricted to one particular year, LIFO should only be switched to in the year following that in \(rhich the prices are falling, provided it is anticipated that price levels will start rising once again.
It must be borne in mind that the CIR is not likely to approve a switch away from LIFO if the effect of this will be a reduction of tax payable. Careful pre-planning and postimplementation monitoring is required in order to ensure optimal use of LIFO.
This feature of LIFO can lead to volatility in tax payments and must therefore be regarded as one of the factors increasing the risk of investing in companies in which it is likely to occur.
Inventory management and maintenance of layers
LIFO postpones reporting inventory profits only with respect to unliquidated inventory balances. If inventory levels are reduced, older costs are matched with current sales prices. During periods of inflation, such older costs will be matched with current sales prices and the inventory profits previously postponed will be recognized. This means that the taxes on inventory profits which were postponed in prior years may be recouped by the government and fall due at one time.
A major factor which affects a LIFO company is therefore that of maintenance of inventory layers. A temporary fall in inventory levels leads to permanent erosion.
Year-end inventory levels may be reduced for a number of reasons, such as strikes, shortages of raw materials, transport delays, unexpected demand, changing fashion, obsolescence, fire or theft, and optimization of inventories for financial reasons. However once a layer has been eroded it cannot be 73 reconstructed. Any future additions to layers will be at current (higher) costs.
It is therefore possible that surplus inventory would be held purely to maintain the layer. It then becomes essential to balance the cost of holding such surplus inventories (perhaps only for a short period, i.e., at least over the financial yearend -they can be liquidated again at the beginning of the new year) against the loss of benefits which will arise if a layer (or part thereoO is eroded. This problem has two main implications: (i) The initial timing of a change to LIFO should usually coincide with the base inventory being 'normal' and not inflated by recent unusual bulk purchases in excess of normal requirements. (ii) The pools (in the case of the rand value method) or individual quantities (in the case of the specific goods method) should be closely monitored regularly towards the end of the financial year. The requirement of maintaining layers in order to perpetuate the LIFO benefit is, in itself, an additional risk inherent in some LIFO companies which should be borne in mind when evaluating the company.
Additional risks are that fire or large-scale thefts will erode a layer just prior to the end of a financial year without sufficient time being available to replenish it before the year-end. In such a case, all the benefit previously arising from a LIFO valuation of such a layer will be lost. All the previously deferred tax will now have to be paid. It may be contended that such as risk (i.e., of unexpectedly having to pay back previously deferred tax) cannot be insured against as no loss will have been incurred, merely the actualization of an existing liability.
Finally, it should be noted that LIFO could still be beneficial in times of reducing inventory levels and should not be spumed merely for the reason that inventory levels are likely to fall. Hoyle (1981) concluded that: (i) assuming prices do not fall, a company should always benefit financially from adopting LIFO. Even if all the LIFO benefits are later reversed, the company has enjoyed cash benefits from the delayed payment of taxation; (ii) net LIFO benefits can still occur when normal inventory levels decrease. It depends on whether the LIFO benefits arising on the remaining inventory are greater than the cumulative LIFO benefits on the inventory reduction; (iii) where inventory levels decrease, then the longer the period that inventories have been held and the higher the inflation rate during that period, the greater will be the LIFO disadvantage; (iv) a reduction in normal inventory levels may still result in a net LIFO benefit. However, the net LIFO benefit would have been greater if the previous inventory levels had been maintained; (v) management of year-end inventory levels becomes an increasingly important function in the years subsequent to the introduction of LIFO. Inflation causes increasingly large LIFO benefits to accumulate on inventory levels. The larger the accumulation, the greater will be the loss of cumulative LIFO benefits if inventory levels fall; (vi) a temporary increase in inventory levels, which is reversed in the subsequent year, does not bring any LIFO benefits in the subsequent year when inventory levels return to normal. Thus, a decrease in inventory levels can never, in itself, put a company in a more unfavourable tax position than it would have been had it not switched to LIFO. The worst result of such a decrease will be a partial or complete reversal of LIFO tax allowances previously claimed. Since these allowances would not have been available to a non-LIFO company in the first place, it is evident that the fear of diminishing inventory levels is misplaced, as, even in extreme circumstances, a oneyear deferral benefit will still occur.
Interim reporting and management accounting JSE regulations, provisions of the Companies Act and Generally Accepted Accounting Practice require that interim financial statements be prepared using the same accounting practices utilized in preparing annual financial statements. This becomes difficult when LIFO valuation of inventories has been adopted since the full impact of LIFO is normally not known until the year-end. Therefore, the necessary internal reporting must be developed to measure the inventory volume and price level in order to estimate realistically, the interim inventories on a LIFO basis. In addition, judgement must be applied as to whether decreases in inventory levels represent permanent or temporary liquidations during the year for which replacement reserves should be provided.
A major problem also exists with regard to internal management accounting and control. Terms such as earnings, return on capital, inventory, turnover and gross profit margins must be accurately defined so that the performance of those people responsible for the running of the firm can be evaluated. The definitions must also be clearly communicated to those responsible for setting the firm's operating budgets. A sector of the firm which can also be affected is that group of people, a portion of whose remuneration consists of a share of profits or some other incentive bonus based on performance. Once again, clear definitions must be laid down to avoid later confusion or dissention amongst such employees. Also, cash-flow forecasts derived from LIFO-based management accounts may require adjustment to take into account the replacement value of inventories.
Cost of keeping records
Keeping inventory records adequate to implement the LIFO method may, in some cases, be extremely costly. These additional records must be audited, which will also add to the cost.
An evaluation of all such costs must be carried out before the switch is made, although it is hardly likely that the total additional costs incurred would deter a company from making the switch as the potential benefits are likely to be substantially greater than the costs. Nevertheless, the company's auditors, data processing manager and procurements manager should be consulted to establish the means by which adequate records are to be kept.
Marketing
Although it would seem that the concept of matching current costs against current incomes (yielding current net income) could affect the determination of selling prices of goods sold by the firm, it would be more correct to disregard this factor and set the prices based on market forces prevailing at the time. However, distortion in market selling prices could occur if not all the firm's competitors are utilizing a common accounting approach, such as LIFO. This should be evaluated by the firm individually, in consultation with its marketing management. Also, care should be taken that the marketing plan of the firm is not upset by such factors as accelerated sales (at the beginning of a financial year in order to reduce the burden of maintaining a layer at the end of the previous year) or decelerated S.-Afr. Tydskr. Bedryfsl. 1984, 15(2) sales (towards the end of the year with a view to maintaining a layer).
Rates of taxation
A deferment of tax which results from the adoption of LIFO is subject to termination (i.e. tax becomes payable) if and when certain events occur. These events are: (i) an erosion of all or part of a layer of inventories valued on LIFO; and/ or (ii) a fall in the price levels of inventories valued on LIFO.
In both these cases, the current cost charged to the income statement will be lower and taxable income will be higher than if any other method had been used. If tax rates change, the question arises as to what will be the difference between the tax recouped and that originally def erred?
In addition, cognizance should be taken of the time value of money. For example RI ,20 payable in year IO could still, on a present value basis, be cheaper than RI ,00 payable in year I. Each firm should make an evaluation of the possible impact of future changes in tax rates on its projections of LIFO benefits.
It could also be contended that as more firms switch to LIFO and take advantage of other tax benefits, this will result in a cost to the fiscus which will thus be forced to raise the overall rate of tax in order to ensure that its revenue does not diminish. Under these circumstances, FIFO companies would be subsidizing LIFO companies, i.e., not only would they be paying higher rates of tax, but the rate would also be applied to a higher taxable income.
An interesting observation is that if all firms switched to LIFO, tax rates would have to rise and all firms would probably be in a similar tax situation to what they were prior to LIFO being introduced -although there would be certain redistribution of tax liability.
Dividends
Due to the lower reported earnings, such factors as dividend cover and profit available for distribution will be affected. The question arises as to whether a dividend policy which was effective prior to switching to LIFO could be maintained, ceteris paribus.
It may be argued that since the dividend cover (on a LIFO basis) will be reduced, the dividend itself should be reduced in order to maintain the cover. This is a faulty argument in that if anything, a lower dividend cover may be of a higher quality under LIFO than a higher cover under FIFO merely due to the fact that the additional cash which would otherwise have been paid as tax has now been retained in the business.
The conclusion is, therefore, that if there are two companies, one of which is on FIFO and the other on LIFO, both recording the same FIFO earnings, the LIFO company would be in a stronger position from a cash-flow point of view to pay a dividend. The FIFO company could even be paying dividends out of capital in a highly inflationary period. It is suggested therefore that a better measurement of dividend cover would be that of cash flow (as defined above) to dividend.
Borrowings
There are two aspects which need to be considered here: (i) the need to borrow money, (ii) the ability to borrow money.
As a result of improved cash flow due to tax deferment, it is likely that a LIFO firm's requirements for borrowing will S. Afr. J. Bus. Mgmt. 1984, I 5(2) be less than if FIFO was being used. However, when the LIFO company does require to borrow funds, difficulties could arise due to constraints imposed by its Articles of Association, loan or lease agreements, or exchange control regulations (in the case of companies which are more than 25% foreign owned). In each of these cases, the constraints could refer to certain balance sheet structures such as shareholders' equity, debt to equity ratio, working capital, or income statement related matters, such as return on investment, interest cover, etc.
One way of overcoming this problem would be to adopt the so-called flip-flop method of accounting (Mowszowski, 1983) thus ensuring that there would be no change in the shareholders' equity. Furthermore, any loan agreements can be structured to reflect the company's equity based on the accounting policies in operation at the time the agreement was concluded.
Ratios
Various ratios relating to gearing, profitability and activities of the company can be distorted if LIFO is adopted possibly causing confusion amongst shareholders, lenders, creditors, etc. The most important principle to bear in mind when ratios are examined is that they should not be looked at in isolation, but rather as a means of comparison against prior periods and against other companies in the same or similar industries. Sufficient information should be provided to enable analysis of ratios to be done on a common basis.
An analysis of the effects of LIFO on quoted companies
The annual financial statements of 12 companies for the years 1980, 1981 and 1982 were analysed with a view to illustrating some of the effects discussed above. Of these, seven companies had adopted LIFO by 1982 and five companies had not.
(Adoption implies that all or a substantial proportion of the company's and/or its subsidiaries' inventories were valued using LIFO.)
The LIFO companies were selected on the basis that their financial statements contained sufficient information to enable the analysis to be carried out. Of the twelve companies chosen, ten comprised of pairs of companies from five different sectors on the industrial board of the JSE. An attempt was made to match these companies within their respective sectors as closely as possible so as to allow for assumptions of similar inflation rates and trading patterns within a particular industry. The other two companies, both LIFO users, were chosen without corresponding non-LIFO companies. In the case of one of them, all similar companies had adopted LIFO and in the case of the other, no suitable matching company could be found. In both cases, however, certain interesting observations were made which illustrate some of the principles contained in this paper.
The companies selected are listed in Table I . Data were extracted from their financial statements. In the case of the non-LIFO companies, notional accounting was introduced on the basis that LIFO had been used for 80% of the 1980 and subsequent years' inventories. Inflation rates were applied using indices obtained from SA Reserve Bank Quarterly Bulletins and University of Stellenbosch Bureau for Economic Research publications entitled 'Trends -A Statistical Analysis of Economic Trends'. Prevailing interest rates (prime overdraft) were used to discount incremental LIFO cash flows without regard to possible changes in risk due to adoption of LIFO. In the case of the LIFO companies, notional accounting was introduced on the basis that LIFO had not been adopted. The 75 Table 2 were extracted for each of the twelve companies. The total cumulative cash-flow benefit as at 1982, including interest to date on tax deferrals, was calculated for LIFO companies. Similarly, the total cumulative cashflow benefit, including interest thereon from 1980, foregone by the non-LIFO companies was calculated. (Tax was assumed to have been payable on the last day of the financial year.)
The effects on cash flow and shareholders' wealth In the case of the LIFO companies, the difference between actual net debt at 1982 and the calculated debt, had LIFO not been adopted, represents the total cash which the company has retained which would otherwise have been removed from its coffers. It is made up of two components i.e., the tax deferred and the cumulative after-tax interest saving on the deferred tax to the end of its 1982 financial year. The first component is a liability which could one day become owing (although, for example, EDGARS treats the tax deferred as equity in presenting its FIFO state of affairs). The second component represents genuine net increased shareholders' wealth -it is permanent, i.e., it is reflected in the increased equity and it is money in the bank.
In the case of the non-LIFO companies, the difference between net debt at 1982 (the actual position) and what the borrowings would have been had LIFO been adopted in 1980 represents the cash which the company has paid out, but which could have been retained had LIFO been adopted. Once again, there are two components i.e. the temporary(?) cash saving of the tax deferment and the permanent cumulative after-tax interest saving on such def erred tax. Those companies which have not adopted LIFO chose to give up these benefits, and have consequently foregone an increase in their shareholders' (ii) in 1he case of the non-LIFO companies, 1he no1ional silua1ion if LIFO had been adopted with respect 10 800/t of inven1ories after adjustmenlS for in1eres1 savins on tax deferred.
•fFS -From Financial Stalements wealth. The results are summarized in Table 3 . In the case of the LIFO companies, the saving and deferment (the total of the two together represents the difference in net debt) were achieved, whilst in the case of the non-LIFO S.-Alr. f~d,kr. lkdr~ hi. 1984, 15(2) (i) In addition, an assescd los., of R432 (IX) would ha,e been a,ailable to reduce future taxable income.
As the oompany paid R286 (IX) tax in its next finansial ye,,r, thi, could have been reduced bv 46.2'1t of R432 (IX) = R200 CXXJ.
(ii) This is the only company analysed "'hich. in any of the year\ under re\ lC\\. paid hack any lax i.e. its 1980 LIFO tax exre:ded whal the non-LIFO ta, would have been bv R2l,O CXXJ.
companjes, they have been foregone. It is significant that the cumulative after-tax interest saving represents a relatively small component of the total difference in net debt. This is because the LIFO companies have only been on LIFO for a relatively short period and the assumption for the non-LIFO companies is that they only adopted it in 1980.
It is not a difficult task for each firm to carry out this exercise on its own financial figures whether it has adopted LIFO or not in order to ascertain the effect LIFO has/would have had on its cash position and net increase in shareholders' wealth. Table 4 contains a comparison of the dividend covers. It has been illustrated that in almost all cases, the number of times by which dividends have been covered by cash flow is substantially greater than the traditionally measured dividend cover, i.e. earnings per share (LIFO or non-LIFO) divided by dividends per share. This leads to the conclusion that dividends declared by LIFO companies have a measure of 'quality' which the non-LIFO companies lack.
The effect on dividends
Viewed from a different angle, the LIFO companies could have declared additional dividends ( equivalent to the difference in net debt) without being in a worse cash position than they would have been had they not adopted LIFO and not declared such additional dividends. Hence LIFO companjes can afford to increase dividends, and accordingly, reduce the cover, without the increased risk of additional debt. Thus they could distribute cash payments to their own shareholders rather than to third parties (i.e. the CIR for tax and lenders for interest). There could hardly be a more clearcut definition of creation of shareholders' wealth than this.
The effect of inventory profit ratio An examination of the results reveals that the greatest benefits are obtained by those companies whose inventory/profit ratio is high. Although this is not the only determinant of the impact S. Afr. J. Bus. Mgmt. 1984, 15(2) 7· 1980 Range of covers between 1980, 1981 and 1982 of LIFO on reported earnings (other factors such as rate of inventory increase, rate of inflation, etc. all interact), the greater the inventory/profit ratio, the greater the divergence between reported LIFO and non-LIFO earnings.
Communication
A brief analysis was made of the references to LIFO in the annual reports of the LIFO companies (from chairman's statement, notes, directors' report, etc.). Table 5 contains a synopsis of such references. Communication was generally found to be lacking. Companies seem to have ignored the LIFO dilemma with which they are faced. In other words, they have adopted LIFO and obtained the cash-flow benefits, but they have generally not made sufficient attempt to communicate the consequences of the change to their publics. Of the ninety-two LIFO users quoted in the JSE industrial sectors, six provided so little information in their latest annual reports that the effect of LIFO on earnings, tax or shareholders' equity could not be determined. Notable exceptions are S & L and EDGARS, who go out of their way to achieve the best of both worlds, i.e. to obtain the cash-flow benefits, and also to ensure that these are positively impacted in the prices of their respective shares.
Finally the following observations were made after a study of media announcements and editorials consequent upon publication of the results of companies using LIFO: (i) In no instances was the concept of cash flow utiliz.ed. (ii) Comparisons of performances of LIFO and non-LIFO companies are often confused. An example of this is contained in Appendix 1 which is an extract from a supplement to the Financial Mail of 18 November, 1983. No mention was made, either in the comparison or in the accompanying analysis and interpretation, of the fact that Anglo Alpha and PP Cement are LIFO users and Blue Circle is not. (iii) The JSE Data Bank which is published in the newspapers reflects earnings yields and/ or price-earnings ratios only on the basis adopted by the company. A cursory glance at a newspaper could therefore be totally misleading or at the very best, incomplete.
Conclusions
The effect of LIFO on JSE quoted industrial companies is only 2,1 6,2 5,0 2,1 1.5 2.2 2,0 8,9 1.8 2.0 2,1 3.0 2.0-2,2 2.9 2,8-2.9 4,1-8,3 10,8 10,6-10,9 3,1-6,9 9,1 7,5-10,6 1,3-2,6 2,7 1,9-3,3 1.5-1,5 1,5 1,3-1,7 1.7-2,9 2,4 2,0-3,1 1,6-2,4 2.2 1,8-2,5 8,2-10,0 11,3 11,0-11,8 1,6-2.0 2.0 1,8-2,3 1,9-2,2 2,5 2,4-2,5 1,9-2,3 3,5 3,3 -3,6 2,8-3.2 5,1 4,3-6,7 now beginning to take on meaningful proportions. With the passage of time and the high inflation rates experienced in South Africa, the cumulative effect of rising LIFO reserves and tax deferments will have a substantial influence on corporate cash flows and shareholders' wealth. Communication, however, tends to lag and companies will need to improve this aspect if they are to maximize the benefits attainable through an adoption of LIFO. It is also interesting that a company such as SENTRACHEM is enlightened enough to disclose information such as NOPAT (net operating profit after tax), COPAT (cash operating profit after tax) and FCF (free cash flow) along the lines of the Economic Earnings Model, yet it has not adopted LIFO in order to gain real cash-flow benefit. It is intriguing that not many more companies have adopted LIFO. In the case of companies quoted on the JSE, by June 1983, only 310/o of industrial companies had adopted LIFO. In the case of private companies, the proportion is minimal. Mann ( 1982) conducted a survey of 350 private companies and of the ninety-two respondents, only five had adopted LIFO, seven were fully aware of LIFO but had rejected it, two had heard of LIFO but had not considered it in depth, five had heard of LIFO but were unaware of what it is or can do, and seventy-three had never heard of LIFO.
It is clear that there is inadequate communication directed at companies (particularly private companies) with the aim of educating and demonstrating the benefits available from LIFO adoption. What other rationale can exist for the fact that, for five of the JSE LIFO companies analysed in this paper, there are companies operating in the same industry, under the same economic environment and in certain instances, even handling identical products, yet LIFO had not been adopted? Perhaps shareholders of non-LIFO companies should require management to advance their reasons for non-adoption.
It is also evident that there is a wide spectrum of parties which require further education with respect to LIFO benefits. These include auditors, analysts, investment advisers, stock- S.-Afr. Tydskr. Bedryfsl. 1984, 15(2) brokers, bankers and investors. If all these parties were made to be acutely aware of the potential benefits, it is believed that many more companies would adopt LIFO.
Appendix I
Nevertheless, the already existing body of LIFO adopters is known to be a worry to the revenue authorities. Mr Mickey van der Walt, the CIR, speaking at the 1983 Financial Mail Investment Conference in Johannesburg, criticized the exploitation of tax concessions. What he was referring to when he used the term 'exploitation' is not quite clear, but it seems that he was alluding to companies who adopted LIFO purely as a mechanism to obtain tax relief rather than those who genuinely believed that LIFO is the most suitable method of valuing inventories for the actual business conducted. It also lends su~ port to the hypothesis that if all firms adopted LIFO, tax rates would have to be increased and that until such time as this occurs, non-LIFO companies are, in effect, subsidizing LIFO companies.
Notwithstanding that there are conflicting conclusions abroad regarding the effect of LIFO adoption on share values (although the more recent studies tend to favour the cash-flow hypothesis rather than the functional fixation hypothesis), it is contended that further research should be conducted in South Africa to ascertain whether the trend referred to by Knight and Affleck-Graves (1983) is continuing i.e. is the market becoming more aware of the LIFO benefits and if so, is such awareness being impacted positively into share prices of industrial companies on the JSE?
Pending such research, companies which have adopted, or are contemplating the adoption of LIFO, should have little fear that negative impact on share price will result, provided that the communication and education process continues, i.e., provided the market is fully informed of the company's cash flows, and media such as newspapers, JSE handbooks, financial publications, stockbrokers' bulletins and the like, are designed to provide full information of LIFO and non-LIFO situations and cash flows. A most important final proviso is How they compare*
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Year Mgmt. 1984, 15(2) the one that, in the first instance, it is encumbent on the company itself to provide as much information as possible to ensure that analysis and comparison with other companies are facilitated after adjusting for the effect of LIFO, if the company is to gain maximum benefit from the adoption of LIFO.
